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January 13, 2005

Marian R. Bruno, Esq.

Assistant Director

Federal Trade Commission
Premerger Notification Office
Bureau of Competition

600 Pennsylvania Avenue, N.W.
Washington D.C. 20580

Dear Ms. Bruno:

The purpose of this letter is to request a formal interpretation of Section 7A(a)(2)
of the Hart-Scott-Rodino Antitrust Improvements Act of 1976, as amended (the
“Act”) and 17 C.F.R. §801.13 as these provisions apply to “Rollover Shares” (as
defined below). :

We represent a number of private equity funds (each, a “Sponsor”), which often
use a newly-formed acquisition entity (“Newco”) to acquire all of the voting
securities of a privately-held entity (a “Target”) by either (a) purchasing all of the
equity securities of Target or (b) merging a wholly-owned subsidiary of Newco
with Target (each, an “Acquisition”). As a result of an Acquisition, Target
becomes a wholly-owned subsidiary of Newco, and the sole asset of Newco
following the Acquisition is the equity securities of Target held by Newco.
Newco typically is capitalized immediately prior to the Acquisition by (i) cash
contributed by Sponsor in exchange for voting securities of Newco, and (ii)

- certain voting securities of Target contributed by certain existing shareholders of
Target (the “Rollover Shareholders™), who are typically management employees
of Target, in exchange for voting securities of Newco (the “Rollover Shares”).
After the Acquisition, voting securities of Newco are held by Sponsor and the
Rollover Shareholders.

The question has repeatedly arisen as to whether the Rollover Shares should be
deemed “voting securities held as a result of the acquisition” in the transaction
described above. We believe that, for the purposes of Section 7A(a)(2) of the Act
and 17 C.F.R. §801.13, the term “voting securities” should be construed to
specifically exclude any security which an existing equityholder of a privately-
held acquired person exchanges for any security of a newly-formed acquisition
entity (formed solely for the purpose of effecting an acquisition of such acquired
person) if the sole asset of such newly-formed acquisition entity following the
acquisition is the securities of the acquired person.
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I ifThe reason for 'EhlS request 1S to clanfy the rules set forth in Sectlon 7A(a)(2) of
_ the'Actand 17 C.F.R. §801.13 in light of the economic effect of the Acquisition
ii’ftransactlon described above. Specrﬁcally, the change of control effected by the

Acquisition could have alternatively been effected through a recapltahzatlon of

“arget by Target’s. redemption of substantlally all securities of Target held by

‘exrstmg equltyholders and Sponsor’s srmultaneous purchase of newly | Issued

voting securities of Target from Target (a “Recgpxtahzatwn”) Afterthe =

n to: the voting securities | eld by Sponsor certain

e “Continuing Shareholders”) would continue to own

* voting secuntles of Targetf the “Retained Shares”). Ina Recap1tahzat10n, the

'3Reta1ned Shares are not tr 7ferred exchanged or converted ‘and would not -

~ constitute voting securities held by the acqumng person under Sectlon 7A(a)(2) of

-  the Act andI7CFR §801.13.

A hough there may be drffenng rat1ona1es that would lead a Sponsor to choose

: between an Acqmsitron structure and a Recaprtahzatlon structure (mcIudmg,
‘without limitation, business, tax or accountmg Teasons), the economic effect of

~ both the Acquisition and the Recapltahzatlon is the same.: In each case; the

* effective result of the transaction is that certain cx1st1ng shareholders directly or
indirectly maintain their ownershlp in the Target, and Sponsor directly or
indirectly acquires a controlling interest in Target.

It is an anomalous result, in our view, that Retained Shares held by Continuing
Shareholders in a Recapitalization are not “voting securities held as a result of the
acquisition” but that Rollover Shares held by Rollover Shareholders in an
Acqu1smon are “voting securities held as a result of the acquisition” simply
because, in the latter case, the Rollover Shareholders physically exchange shares
of Target voting securities for voting securities of Newco. In an Acquisition,
Newco is merely a holding company whose only asset following the Acquisition
is securities of Target. The Acquisition does not change the operations or value
of Target, rather it only creates a holding company in which the securities of
Target are held. After the Acqulsmon Newco’s equity value is equ1valent to the
equity value of Target. Therefore, in our view, the Rollover Shares in an
Acquisition should be analyzed in the same manner as the Retained Shares in a
Recapitalization for Hart-Scott-Rodino purposes.

An Example of Disparate Hart-Scott-Rodino Treatment
of a Recapitalization Compared to an Acquisition

Assume for the purposes of this section that (a) Sponsor intends to directly or
indirectly acquire voting securities of Target in exchange for cash of $40 million,
(b) existing equityholders of Target will continue to hold $15 million in voting
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-_securities of Target (either dlreCtIy as Retained Shares or indirectly as Rollover
Shares), (c) Target is a privately-held entity, (d) Newco is a newly—formed

“acquisition entity formed solely for the purpose of effectmg the acquisition of

: Target and (e) the Act’s “Slze-of Pames” and “commerce tests are met.

If the transaetlon is structured as a Recapltahzatlon Sponsor would purchase
shares of Target from Target in exchange for $40 million in cash. The
fRecapltahzatlon would have no effect on the Retained Shares and the Continuing
“Shareholders would continue to hold voting securities in Target having a value of
$15 million. Under this structure, no Notification Filing would be required
because the Size-of-Transaction test set forth in Sectlon TA(a)(2) of the Act
~would not be met. :

: Itj the transaction is structured as an Acquisition, immediately prior to the
Acquisition Sponsor would contribute cash in the amount of $40 millionto

. ‘Newco in exchange for voting securities of Newco and the Rollover Shareholders

_}wouId contribute their Rollover Shares of Target to Newco i in exchange for shares -

of voting securities of Newco. Newco would acquire the remaining voting
_securities of T arget (by. purchase or merger) F ollowing | the Acqulsmon, Target
would be a wholly-owned subsidiary of Newco and the only asset held by Newco
would be the securities of Target.

17 C.F.R. §801.13 requires that “all voting securities of an issuer held by the
acquiring person after the consummation of an acquisition . . . be deemed voting
securities held as a result of the acquisition.” Because the Rollover Shareholders
contribute their Rollover Shares of Target to Newco in exchange for shares of
voting securities of Newco, a literal reading of this provision would seem to .
require that the Rollover Shares would be considered “voting securities held as a
result of the acquisition.” Applying this literal reading of 17 C.F.R. §801.13 to
the Rollover Shares would result in the Size-of-Transaction test set forth in
Section 7A(a)(2) of the Act being met and a Notification Filing being required.

This disparate treatment under the Act of the Acquisition and the Recapitalization
transactions results solely from a structural difference in the transactions.
Moreover, since the Rollover Shareholders and the Continuing Shareholders in
both transactions effectively continue to hold a direct or indirect equity interest in
Target, the structural difference does not seem to warrant different treatment
under the Act. Under the foregoing facts, the Rollover Shares in the Acquisition
should be construed as a continuing equity interest in Target (since Newco has no
other assets) by the Rollover Shareholders rather than a new investment in

Newco.
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‘ ":The Neéd["f'o’r Issuance of a Formal IﬂterprEtaﬁon

,We beheve that Rollover Shares should be excluded from “voting securities held
as a result of the acqulsmon” for the purposes of Section 7A(a)(2) of the Act and

17 C.F.R. §801.13 in the following, narrowly-tallored set of cucumstances (a)
Target is a privately-held entity, (b) Newco is a newly formed entity formed for
the purposes of effecting an acquisition of Target, and (c) as a result of such -
acquisition, Target will be a wholly-owned sub31d1ary of Newco and Newco s
sole asset will be the securities of Target | held by it

A hteral application of Section 7A(a)(2) of the Act and 17 C.F.R. §801. 13 results
in dlfferent treatment for the Acquisition 1 transaction. solely due to a structural -
~ difference in how the transaction was effected This disparate 1 treatment places
- onerous and costly filing reqmrements on Sponsor which would not be necessary
if Sponsor structured the transaction as a Recapltahzatlon ~As the structural
differences between the Acquisition and the Recapltahzatlon do not appear to
. warrant d1fferent treatment under the Act, it seems important to have clear :
, ,;gmdehnes as to how Section 7A(a)(2) of the Act and 17 C F. R §801 13 should be -
"??apphed as to Rollover Shares.
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